1999

g:\home\ewslla\rik_team\reg\regdrfti.wpd
[4310-MR-P]

DEFPARTMENT OF THE INTERIOR
Minerals Management Service

30 CFR Fart 209

RIN 1010=-AC51

AGENCY: Minerals Management Service, Intericr

ACTION: Proposed rule

SUMMARY: The Minerals Management Service (MM35) 1s proposing

c aad a new Part tc i1ts regulations at 30 CFR 209 to apply
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acvernment’s rovalty share of production from Federal oil

anz gas leases in kind. The proposed rule would not affect

the ex.s5Ting regulation governing sales of Federal royalty
c_. o eligable refiners unoer 30 CEFR Part 208,

¢

Tne new Part 209 1s proposez to provide a regulatory basis
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effecis of different ways of taking and disposing of RIK
production. The regulation would provide general guidance

on how we will proceed and what 1s expected of lessees and
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operatois when we eleft o take the government's royalty

DATES: Comments must be submitted on or before (Insert Date

60 days after date of publication in the Federal Reglster).
ADDRESSES: If you wish to comment, you may submit your

comments by any one of several methods. You may mail

comments to Bonn Macy, Special Assistant to the Lirector, ' ' o
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Minerals Management Service, 1520

Washington, D.C. 20225, Yeu m alsn comment via the
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Tnternet to RMP.comments@mms.gov. Please submit Internet

comments as an ASCII file avoiding the use of special
~haracters and any form of encryption. Please also include *
A-+r: RIN 1010-AC51™ and your name and return address in

our Internet message. L1f you do not receive a confirmation

L

‘rom tTne system that we have recelived your Internet m&s3&7E,
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~or-act Bonn Macy direcily at | ) -31827,

PAR SUDTHED TNFORMATION CONTACT: Bonn Macy, Special
rccisTant to the Director, telephone (202) 208B-3827,

‘DU 20E-3968, e-Ma.l. BonnMacyBmms.gov.

SUPPLEMENTARY INFORMATION: The principal authors of this
crocosed rulemaking are Mr. Eric Hager, Appeals Division,
M:norals Management Serv:ce and Ms. Anne Ewell, Royalrty
Management rrogram, Minerals HMHanagemsnt Servicc.

public comments afrer the comment pericd
lmees an the Internet at http://www.rmp.mms.gov. You may

arrange to view paper coples of the comments by contacting

Bonn Macy, Special Assistant to the Director, Minerals
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pInCtiCE isg aka commants, including names and home

addresses of respondents, available for public review during
regular business hours. Individual respondents may request
that we withhold their home address from the rulemaking
record, which we will honor to the extent allowable by law.
There alsc may be gircumstances in which we would withhold

from the rulemaking record a respondent’s identity as

..... a
3

aliowable by law. Il you wish

UE to Wi
rm11 M=t etare this nrominently at the beginning of
your comment. However, we will not consider anonymous
comments. We wil) make all submissions from corganizations
or businesses, and from i1ndividuals identifying themselves

gs representatives or off:icials of organizations or

rusinesses, available for public inspection in their

The Department of the Irterior has managed mineral
_egg.nz on Federal lands since the Mineral Leasing Act was
passes :n 1920 (30 U.5.0. 8L, et seg (199%4) (MLA}). Under

ne zerme of standardé Fegeral o©:]1 and gas leases, the

Sovernment 15 entitles tco e snare (rovalty) eof preduction

removed or zold fram the lease. The terms "in value® and "in
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vece:ves the ravalzy snare from the producer (lessee)l. Like

most other rovalty owners, the U.5. government has
historically received :ts royalty share “in value”, that is,
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a of tha sales proceeds received by

For most onshore Federal leases, the MLA provides in

relevant part at 30 U.5.C. 192 that:
All royalty accruing to the United States under aly
oil or gas lease or permit under this chapter on
demand of the Secretary of the Iauteiior shall be
paid in o0il or gas.
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For cffshore leases, the Quter Continental

Vi m relsavant mart at 43

Act, as amended {(OC3LA) provides in vant

3

} {1y (1994} that with some minor exceptions:

all royalties or net profit shares, or both,
- wm +tm tha Unitad Brates under any oil and gas

GCCIWLNG = ha Inxfony 2TaTER

lease issued or maintained in accordance with this
cukchapter, shall, on demand of the Secretary, be

paid 1n oil or gas.

Ty anshore Faderal lease form provides
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:r part that “Lessor reserves the right to specify whether
royalty 15 to be paid in value or in kind."” (Qctober 1992,
sorm 2.00-11). By section 6{d) of the offshore lease form,
rhe lescor reserves "the right to determine whether royalty
w-°° pe taken in the amount or the value of production.’

[Fesxzruary 1971, Form 3330-117.

program that MMS curren:ly operates for certain ‘eligible
resiners” as authorized by specific provisions of the MLA at

3¢ U.S.C. 192 (1994) and the OCSLA at 43 U.S.C. 1353(b)({2)

(&)
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the collection of royalties in cash

As a gonaral mattar

as a percentage of the value of productlion has worked well

in most cases. However as will be discussed below, there
are a number of reasons that make it worthwhile now to
examine whether the Government should receive at least some
of its royalties “in kind" by taking bhysical volumes of_oil
or gas for sale to the public or for transfer to other

tederal agencies.

There are several reasons why this may be a good time to

Li

examine these options. First, dramatic changes in the energy
industry have been occurring over the past 10 to 15 years
that may present opportunities to MMS to provide greater
cer-ainty and simplify its royalty management programs.
Rap:idly changing market structures over LIOLS period have
resulted 1n product price volatilities and the expansion ol
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-+:mna! long-term contracts between producers and

::pe..ne and refiner purchasers have been increasingly

o

er.azed Dy avilive shori-term trading by new market

Fy

CoIl.Z.DANTS, SUSh as brokeIs and resellers.

Turiner, many sellers now regularly use futures markets

-5k management and Sctaln real-time market intormation

GiresiLly Wiill peiswnéa. SoRDUtEIs and Lelecommunicatisns
Carks These and atner rhanges have created oppartunities
for enterprising Drozucers to sell their production *

downstream” closer to final consumers.
For natural gas, this has been facilitated by the Federal
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v Deaulatnry Coammission's (FERC) deregulation of the

i
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natural gas transportation industry and the evolving

deregulation of retail natural gas and electricity markets.
Overall, these developments have c¢ombined to present new

and challenging issues for Federal royalty management. In

some cases, the task of auditing and accounting for in value

based royalties is made even more complicated when lease
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production is marketed, transported an

and wide varierv of arrarngements now commonly being

complex an e variet
used in oil and gas markets.

The challenges presented by evolving market structures and
changing business practices also provide significant

opportunities for us to Lry new and innovative ways To

manage the oil and gas on behalf of the public. OUne ©I TRE

15 exdminl
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g the
Om a number of occasions, members of Congress,

representatives from industry, the public, and State and

cther Federal agencies have urged MMS o consider what

advantages there may be to taking Federal o1l and gas

royalties in kind.

Th:s interest has tocusef on & numper of potential
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csvstems assnciated with the percent of proceeds based
royalty program, & successfully targeted RIK program could
provide greater certainty, administrative efficiencies, and
octher cost savings. Fulfillment of the royalty obligation
-““‘\. ;
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delivery mf mhyusical volumes of oil or gas could
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Ae~rease the need for extensive reporting, verification, and
auditing of lessee sales proceeds. This could lead to net

economic benefits for industry as well as Government.
A second possible benefit is that, in seleacrt
circumstances, taking preoduct in kind and selling it at

market prices might yield more revenues for the public than

raking & percentage of a given lessee's sale price.

+ he ahle to take RTK and transfer it
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for fuel use to other Federal agencies and realize real

savings in Federal energy costs.

In response to these possibilities and the interest in

hem, MMS has structured several pilot projects to
demonstrate whether rovalty revenues can be enhanced by

zaking royalties in k:nd. The agency has solicited
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r their develnpment. Through these pilot
—rcvects, MMS expects to gain & better understanding of the

key fazicre that determine RIK success.

LL,}

cr example, we cou.d finz thnat an RIK option works best

wrnore .eases have cevta:r production characteristics, where

regiona. markets ©or Tranmsooriation arrangements are
pariiuudliasly suiisd o RIN oF whesre daiffcront meothods are
nead tm marker the mroadursion. Some production mav be more

ampropriate for transfer within the government.
To this end, the several pilot projects are currently

underway or are in planning for the next 2 to 3 years to

(7



hElp us detemine !ﬁlhgther nr nat RTK im viable for the

vaderal Government, and, if so, how, when, and where it

makes sense to exercise the RIK option.

General RIK Guidelines

The authorizing provisions of the MLA and the OCSLA and

the relevant lease provisions effectively give the Secretary
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complete discretion tTo elect LO La

imm frem am nil and aas leasse in kind, Both the MLA
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and the OCSLA also direct that RIK production so taken must
be either sold to the public (including to eligible
refiners) under certain prescribed terms oOr be retained or
transferred to agencies of the Federal government.

For sale of onshore production to the public, the MLA
provides in relevant part IoOr public domain lands at 30

U.o.C. 132 thati;
Upon granting any oil or gas lease under this
chapter, and Irom time Lo Cime thereafier during
sai1d lease, the Secretary of the Interior shall,
except whenever in his judgment it is desirable to
retain the same for the use of the United States,
~ffar for sale for such period as he may determine,
upen notice and advertisement on sealed bids or at
public auction, all royalty oil and gas accruing or
reserved to the United States under such lease,
Suck advertisement and sale shall reserve to the
Secretary of the Interior the right to reject all
b1ds whenever withir his judgment the interest of
the United States demands; and in cases Whele€ 0o
satisfactory bid is received or where the accepted
bidder fails to complete the purchase, or where the
Secretary of the Interior shall determine that it
.5 unwise in the public interest to accept the
offer of the highest bidder, the Secretary of the
Tnrerisr, within hie discrerion, may readvertise
such royalty for sale, or sell at private sale at

&)



not less than the market price for such period, or
accept the value thereol Irom Lhe lessee: ....

Far =sales of offshore RIK oil to the public, the OCSLA

provides in relevant part at 43 U.5.C. 1353(b) (1) thaui:

The Secratary, excep:t as provided in this
subsection, may offer to the public and sell by
competitive bidding for not more than 1ts regulaced
price, or, if no regulated price applies, not less :
than its fair market value, any part of the oil (A]
obtained by the United States pursuant to any lease

as rovalty or net profiil share,

For sales of offshore RIK gas to the public, the OUSLA

also provides in relevant part at 43 U.S5.C. 1353 (ct{l) thaz:

Except as provided in paragraph (Z) of this
subsection, the Secretary, pursuant to such terms
as he determines, may wifer to the public and 5¢
py competitive bidding for not more than its

P
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reyulated price, oz, :f no regulated price appls

(=
not less than its fa:r market value any part of th
goo [A) ootained py Tne Dnitred States pursuant 1o

'!,“""'"7 [

Lease as royalty or net profit share, or (B)
nir~hased hy the United 5tates pursuant Lo
subsection ta) (2) of this section.
iz rar be seen, onshore RIK production may be retained by
~he governmant or offered for sale "upon notice and
adver-:sement on sea.ed tios or at public auction.”

ULISTCIE Ral PIOAQUCTACN May Pe wiausliecsssd lwe disposal

Tl
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wion.1 Lhe fedelal government or cffcred to the public and
. - - - - F 9 "

so.o Toy Comperitive DiSSIng 0D L., not less than its fair

markeTr value."

Cffshore Fair Marke:t Value

In addition TLo reJjuiring competitive bidding procedures

H



£-o= 211 zmlae nf Affehnres RTK to the ﬁublic. the OCSLA alsco

Airacts that the production may not be sold for less than

its “fair market value.”

As a generic term, “fair market value” is generally
considered by economists to be. the price receivad by a
willing and knowledgeable seller not obligated to sell from

a willing and knowledgeable buyer not obligated tu buy. For

offshore RIK sales however, tae hes & verv

specific definitien of that term.. Section 1331 (o) of 43

U.S.C. (1994) defines “fair market value” for purposes of
RIK sales to be essentially the average unit price received
for production from the same lease Or in some circumstances
from leases sold in the same region during the period.

Tre 43 USC 1331(o) (1994) definition is as follows:

The term "fair market value” means the value of any
mineral (1) computed at a unit price eguivalent to
the average unit price at which such mineral was
sold pursuant to a lease during the period tor
which any royalty oz net profit share is accrued or
reserved to the United States pursuant to such
lease, or (2) if there were no such sales, or if
~he Secretary finds cthat there were an insufficient
number of such sales to equitably determine such
valus, computed at the average unit price at which
such mineral was sold pursuant to other leases 1n
ke same reRaion Anf rhe outer Continental Shelf
during such peried, or (3) 1f there were no sales
c¢ such mineral from such region during such
period, or if the Secretary finds that there are an
insufficient number of such sales to eguitably
determine such value, at an appropriate price
determined by the Secretary;

Under this starutory cdefinition, the first applicable

paragraph (1) of the provision seems to require that

T
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offshore RIK prod

+ as much as the average unit price for which the
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jezsee sold the non-royalty share of production from that

lease.

In cases where there were no other sales from the same

Jease or where the Secretary finds that there were an

insufficient number of such sales to equitably determine

o mames Ln -
OOr may oOF :Smyited

'_.i

such a value, the tair market value i

That

nJ
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TAa
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raph provides that
r market value may be computed with reference to average
uni: prices in sales from “other leases 1n the same region.”
nally 1f & value cannot be determined under paragraphs (l)

or (2), an appropriate price may be determined by the

*m-value royalties are generally pased on a percentage ©I
tne gross proceeds receaved by the lessce in his sales
an from a lease. When the Secretary elects
-~ vake —he rovaltv share n kind and sell the offshore oil
5r ges, a strict reading of the “falr market value”
ge<-~:+t:0n Seems [O 2mp.y wnat the Secretary must obtain a
re-urn Lo The Government that is no less than what would
nave o-herwise beer pa.2 at & percent of value royalty on
“hat productlon.

or the reasons goven below, 2

+ ig our viaw that a literal
1rarinn of paragraphs (1) and (2) of the definition
would in mest instances be unworkable and not likely to

produce the “eguitable” result that the statutory definition

n
i



MMS could not as a practical matter know the average prices
of other sales from the same lease or from other leases in
the region before they are observed. Strict conformance
with paragraph (1)} of the definition would reguire Kknowing
at the time of the RIK sale what the lessees’ actual sales

prices were for the non royality 2

are of production from the

iease. Applicaticon of paragra h {2) would also require

o

instrantaneous knowledge of the sales prices of other lessees
in the region.

By law and regulation, however, this information is not
reported by Federal lessees 1o MMS until the end of the

month following the production month. {30 UG.5.L. 1701-1

=1
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(19EB) and 3U Lt Z1U.3E (13371 - Thn mant ingtan

|

Wouly nevel Know tho logsee sales nrices until well after we

=
e

o sell the mroduction. Further, sales price
\nformation reported by a lessee for a month may be
~orrected for as long as 6 years after the initial report.

[CITATION] .

Under either paragraphs (1) or (2), MM3 would be obliged

co reject any offer to purchase offsnore RI¥ production for
(™

prices that fell below 1he average ¢f lessees’
contemporanesus sales prices,

In today's business environment, this process is simply
not commercially or administratively feasible. It would
impose potentially costly data collection and other

(72
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administrativ bhoth governmant and industry, and

nossibly expose a companvs sensitive pricing information to

competitors.

In theory, we could require that all RIK purchase prices
be subject to post-sale adjustments when the reference lease
information becomes available to MM5. In our view, this

would be excessively burdensome to all concerned and would e

eftectively discourage partiicipatlon in RIK 3ales.

ol -
[y

1¢ bidders did participate, they would necessarily bid a

lower price for the royalty production than they would

ctherwise because of the risk of post—-sale adjiustment,
particularly if this adjustment could be made as much as ¢
years after the actual sale. It 1s clear that such a
prosess would not only be inequitable to potential
purshasers, but could not errectively capture 4 faii marael
------- ionally understeed. Rgaln

. L e e e e 11
va.Jde a5 wildL el 4.:: ConvVenLiOonaLa LRSS et

£ =he possihilary rhat lessees’ proprietary data

tnere L
wou. % be unavoidably disclosed to purchasers through the
post-sale agdjustment proOCess.

~ne substantial changes :n the way oil and gas are bought
ans so.d since OCSLA’ was enacted, could not have been

«:z.pated by the drafters of that leglslation.

- —_—— e

Te *ne context of The cucrent commerGial and maIRSL

—— - LR et a N
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we have Traed o come up with reasonable and

HE=— —a m o owe -

more practical ways to meet the statutory "fair market

value” requirement in lmplementing an offshore RIK program.

We would like your comments on one approach that we think

(72
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1z while esgentially consistent with the

In advance of each sale of royalty oil or gas from

identified Federal leases, MMS would establish a_EEzprence

price for each specific lease that is consistent with the

fair market value” requirement that offshore RIK sales not

be made for less than the price received by the lessee.

To establisn Thnis refersnce prics, MME would analyze the ~
[ S
pLLCES LOI ~slas in the area or market centers appropriliate (= (};
A
for sales of production from those leases. One source of E{
- - . e
N e
data for the analysis would be actual MMS historical El’ ;ﬁ E:

reported sales prices for the identified leases, oOr if noné*bi (5;3}

‘ 1

are available, from leases 1n the same area. Other data ™ ‘J
— ~ 2
sources could include published index prices and bids MMS T %' C
may have received on other offerings of iis royaity Sis O -
T T i f =
gas from Tnat aieda. N ’a)\_p

- W

on this basis, we would then compare reported prices on a EL—:P g

: . , N e N
seilecced lease (or if none are available, from those in the c’ )

area, against indices and other factors that are being

censidered for use an valuing RIK. The analysis would tend

Lo reveal the relationship between the lessees’ price and

— I Q- =
5 1I4GI Giis

-

«he market. This relationship would form the bas

lease’s reference price.

[ N - —_

cchar factors that have an impant on Prices such as

responses to other sales of similar Federal royalty

production, seasonality and other variable market conditions

could also be considered in establishing this reference

o
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price wanle cerve as a reserve price, below

L
Lild

price.

duction would not be sold. To facilitate

ki ~h
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Wit r
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evaluation of bids submitted in a competitive sale, MMS

would evaluate bids relative to the market prices used to

help establish the reference price.
N

To verify that the relationship between lessees' sales \\ A

7.
o
2

prices and market prices continues, MMS proposes Lo require‘ 7

&
L

orcasional reporting by lessees vi 5ales grices on lsases

() Tx
from which MMS is taking production in kind. These reported .~ o7
. e O

nrices would be used for information and analytical purposes 'ﬁ_

1 Kad
only. -
——-'—y__" ‘QAH; g

We welcome any and all comments on this or other methods 11 L
> 77
of operating an effective RIK program that would enable us b

i

ement. %st

cay of RIK Nil anao Gas to Other Federal Agencies

rt
8]

comply fully with the OTUSLA fair market value

L3

e autneorired by statute, MMS alsec plans to rransfer
-y productien takern in kind to other government

agerncz.es for direct SonsuUmpliorn by the Federal government.

~ne Fegeral governmenti's energy reguirements are large and

are ir excess of :te royalty share of oil and gas

proauctich.

[ I R -
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~:e-:~= nrevent efficient

e
e
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smrlementation in all iprcations where oil and gas are
consumed, there are encrmous opportunities to build energy

supply relationships within the Federal government. These
‘/_,..--""-\\H\
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internal supply
consumed by the Federal government.

For onshore, the MLA provides in 30 U.8.C. 192 that the
Secretary may offer RIK for sale ‘except whenever in his
judgment it is desirable to retain the same for the use of
the United States ..." The OCSLA provides more specific
authority to the Secretary al 43 U.5.L. 1353{a)(3) to

i
4]
n

o - ——

Title to any royalty, net profit share, or
rurchased ail or gas may be transferred, upon

request, by the Secretary to the Secretary of
Defense, to the Administrater of the General
Services Administration, or to the 3Jecretary ot
Energy, for disposal within the Federal Government.

We have already developed arrangements involving the
~-ansfer of crude oil to the Department of Energy for the

Strategic Petroleum Reserve and transters of natural gas teo

-rhe General Services Administrailon f5r use as =1 inm

1
=5

_____ A £ =
.

- - = ~a 14w
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ies. MMS evpects tn continue to explore the
norential and expand tne direct, internal consumption of
reayalty oil and gas production taken in kind.

While adequate author:ty exists under existing statues
and ieases to take the Government's royalty in kind, MM3
be'.eves it is in the interest of all to establish a common

L T

understanding of the tramework within which the RIK program

1 -
would OpET&ALE.

The nronosed regulatory framework is sufficiently flexible

(1



nabkls MME ¢a mmarate RTK pilnt programs that could test ?
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annroaches that are market-responsive, consistent with best

industry practices, and minimally disruptive to lessees and
operators. This rulemaking is proposed for that purpose,
and we welcome comments from the public on any and all

aspects of this rulemaking.

II. Section-by Section Analysis.

nn 001 What is the purpnse of this Part?

& m 1
ot bl 4 e

This section would state that the purpose of this part 1s
+o sec forth general guidelines that will apply when MM5
elects to take the royalty in kind from an o¢il and gas
lease. The section would make clear that the proposed new

pars 209 would not apply to the program for sales of Federal

Towa.ty 0Ll to ellglple reZ_.ners Unader rarc Zod ol 30 CTrR.
Svnmaces Sac~t1mn 208 0 Wnhar definitions apply to this

Tr.s sezzion of the propesed rule would explain the
sef.n.z.ons that you wi.. neec to know for the new Part 209,
However, other definiz.ons :n Chapter II of 30 CFR, which
gre rnet spercifically aef:ned :rn this proposed rule, and do
w27 conflict with definitions in this proposed ruie, also

wo T o o ame ]
- e

2ol oanrlyv,
Several cf the procosez definitions are self-explanatory

and some sush as “Approved royalty meter” or “Contracting

off:cer,” are similar to the definitions for those terms



under other existing au Others, such as *

terms proposed specifically for purposes of this rulemaking.
Generally, care has been taken to propose definitions that

would not unduly restrict MMS from participating in emerging

markets; exploring different cnmpetitiﬁe processes, Or

utilizing new technologies that would facilitate efficient

and effecrive management of RIK pProgiams.

or example, the pIcp ew definition of “Competitive

ﬁEﬂH
e e m

)

Tl

1
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midding” is very broadly drawn sO that we would be able to
choose from the widest array of bidding procedures and
formats that prove to be the most efficient and most
appropriate to a given sale. The term is defined as any
procedure affording equal access to all qualified potential

purchasers to submit an offer for the purchase ol royaltly

production., It i» Lniended thot thig definirion would
includs traditiconal badding formats as well as use of the

larest in communications technologles common throughout
INoUSIrY.

& new definition of "Contracting Officer" is proposed
because the purchaser of RIK production has a contract to
purchase personal property ¢vom the Federal Government and
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such contracts are goveined oy

M r S

e et A
1 STE (CDRAY, 41 U.8.C. EC1-13.
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he CDA reguires that “[alll

+

~laims hy the government against a contractor relating to a
contract shall be the subject of a decision by the
contracting officer.” 41 U.S.C. 603(a).
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announcing the availability of RIK production for sale.
Notice of availability is propesed to mean the public
announcement by MMS that it is offering royalty production

for sale to the public.

In any situation invelving the taking of RIK producrtion,

¥ el 11 e - A
Will o o 2ZT1VEe

the managing operator of the propert

ipant in the success of tha transaction. Accordingly
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¥

proposing a definition of “Operator” to make clear

£
i
Y]
H
]

~hat the term for these purposes means any person, including
2 lessee, who has control of or who manages operatlions on an

c:) and gas lease site on Federal onshore lands or on the

or Continental Shelf,

M
[
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Ee-ause the MLA uses the term with respect to KRIR onshiore

l
o

[

efinition of

~roauction, We have includsed a proposce

1

"1

ubliz huction” teo mean a rompetrltive sale open to qualified

nersons of the public at which royalty production is sold in
resconse to the highest or best bad.

—re new term “Purcnaser” -5 proposed for these purposes to
mear any person whe acguires production taken by MMS as

rovaltv--n-kind and whe nas a contractual obligation under

ar, agreement to purchnase Ioyaliy RPLYducition.

_________ =
we alg p.:.uyu;s.l.uu.., Oz

nrm “Bovalry rradnction” o refar to
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1

+he royalty share 1o wnich the Federal government 1s
ent:tled to take as a royalty in the form of physical

volumes. Accordingly, “Royalty production” is being
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fhat amount of nil, gas, or other products
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akes in-kind in partial or full satisfaction of a
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lessee's royalty or net profit share obligations as
daetermined by whatever lease interest the lessee holds under
an applicable mineral leasing -law. Generally, royalty
production eguals that portion of préducticn ffom or
allocated to é Foderal lease multiplied by that lease’s
royalty rate.

Section 208

32 What leases are-subject to this Part?

This section explains that Part 20% applies to all Federal
0il and gas leases both onshore and on the Outer Continental
Shelf that give the lessor the exclusive right to take the

royalty share of the leased production in kind.
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Sercrion 209.4 What discretion does P

[
= nd

aeral oil an 2g leazas in-kind?

to take royally Lrom
This aasrtion clarifies that the Secretary has complete

suthority to decide whether and for how long to take

royalties in kind. Thuis authority is provided by both

s-arute and lease terms and accordingly is on a lease by

lease basis.

section Z05%.3 If I am & lesscc or sporater, whar

.
i

-

rovalty production in-kind?
Under this section, it is proposed that MMS would provide

an affected lessee or operator with a 30-day prior written

/2(‘-3\
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notice before MMS5 would commence or terminare its taking of
gduction

We believe that, although there are no notification time
requirements in either statute or lease terms, it would be
fair to give Lessees prior notice of commencement and

rermination of taking production in kind from a lease, s0 as

to minimize disruption to the Lessee’'s planning ror

L -

transportation and sales of 1ts share vl LhEe proa

[ W )
b e e

srream. Hany Lasssss and Operators have informed MMS that a

IMwAny 3
wd W wh =

av me meriod is equitable and also conforms teo

1

industry standards. MM$S invites comment from the public as

te the desirability of a 30-day notification period.

rry

ur-her, the proposed section provides that, where MMS
se--.des to take a lease's royalty production in kind, we

Wil -ake all such royalty proguction from the lease 1n kind

LrTil MMS gives notice oi when it ;ill disecontinue taking in
Toow i -
ce--.zn 209.6 Or wha:t basis may MMS arrange to sell or

¢rspose ¢f preductich Taken 1n kind?

—n:s section exp.a.ns that the Government proposes o

[+
[
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)

mose of mineral roya es —hrough two methods: direct

]
L
i

ca.e to the public ang transier within the Government, These
are =he Two ways au.noC.ied by the MLA and the QCELA,
Section 208.7 How do I find out about the availability

of royalty product:on for sale to the public?
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2 that Pnblic'nffnringn of rovalty

nrogdustion wonld be advertised in a publicly available

notice. Over the past several years, MM3 has found that use
of its Ilnternet Home Page is an effective means to rapidly
disseminate information to the 0il and gas industry and to
the public at large. We will continue to use this
communication method. MMS will also place publlc notices in

T i mma o ks T A
o e e

industry trade journals, on commercisl €lechishil
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Section 209.8 Who may bid in a sale to the public?

This section explains that, for royalty production
cffered to the public, any person would be permitted to bid
if they are eligible under the terms and conditions specific
to the particular bid oritering at hand. Tihe teiw psisSon in

—— o O
1 -? (9

. ! . - - - - ~n " i
“n1s contexl, as delinEd in 200 2 wounld include

.
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vertures, or State Government agencies. Production
rransferred to Federal agencies for consumption by the

Federa. government would not be available for public sale.

Section 209.8 In what physical condition must I a5 &
iessee or operaivr Leadel the royalty producticon to the MME?

Tr:c sectien makes clear that rovalty production

delivered by a lessee or operator must be in a condition

that would be accepted by a purchaser under a sales contract

typical for the field or area. This has long been considered

22
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peed hy the terms of Federal leases and 1s

~ted in the rovalty value regulations at 30 CFR Part

I~
k1]
I~
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206 including the definition of “marketable condition” set
forth at 30 CFR 206.151. It will continue to be the lessee's
obligation to perform and bear all costs of gathering,
dehydraticon, separation, cmmpression,I(Sweetening) or other
processes that MMS will require-in connection with the

delivery of RIFK producilidn.

Secrion 208.10 when and at what freguency must royalty

production be delivered to the Lessor?

This section would make clear that the lessee or
operater must deliver royalty production as it 15 produced
and moved through the royalty meter, without interruption,

uniess specitically approvec by MMs.

_________ - = iy LimA miieEr o
h o MUusStT 22
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nel-vered on a daily basis., unless other arrangements are
acp-oved Dby MMS. This 15 consistent with industry practice
s That purchasers are able to make necessary transportation
4Tis ©Ther arrangemencs.

The proposed provisiorn would recognize that in some cases,

:t may be necessary Lo Qe.ay gel:ivery of crude o1l ror as

. =L - - —_—em— - = L T . P P O T Y —rmowmd A
,L(_]ﬂg adx> 4da WL [ !.J!;'_Ju_ - dk:,k:j..t..'kdﬂl_iu PR oddldEmdid T \-_!Uﬂll\--l-t-l-';;
nf preoduction from lower-producing properties.  Allowance

for less than da-ly oelivery of natural gas is provided for,

but only when specifically approved by MMS.
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1 What voli

FUAS W

metric and quality measurement

production in-kind?

We are proposing to use the same measurement and
raporting standards applicable to the payment and reporting

of royalties in value as prescribed in the. existing

regulations at 30 CFR 202 for RIK oil and gas. Fleass

5 the sztandards to he used 1in

neasuring an

S5ection 209.12 How long must I retain records of my

dealings in royalty production?

This section proposes to adopt the same records retention

requirements applicable to royalties paid in value under 30

-

CFR 212.50 {1997). Lessees, operators Or any OLHEeT PEI3OnS

T

dﬁdlll“._.j i RIK prc-d"

Lo

smn wenld he refqnired to maintain all

-
—-u

recorde nertaining to such production for a period of 6

vears after the records are generated unless MMS notifies
the reccrd holder that a longer retention period 1is

regu.red.

Seczzon 209.13 How mayv . appeal MMS5S viders> cwvicslning

royalty production?

T
4 11

21 nrecedures nronnsed for MMS orders 1ssued to

Pt el ™
P R | e L .,

o]
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I

1

lessees or operators would be in accordance with the current
administrative procedures set forth in Parts 243 and 290 of
30 CFR. These are the procedures that have always applied

e
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to appeals of MMS orders to calculate and pay percent of
value royalties.

A major revisibn of these administrative appeal procedures
is currently underway and MMS is evaluating public comments
received in response to its Notice of Proposed Rulemaking

currently pending and published at 64 FR 1930 (January 1lZ,

19959, If adoprted, those appeal procedures would be
—qrai lakmla fa lacecasne and saEmavarsarre Aas]ldims 1. DT
available to lessees and operators dealing in RIK
production.

Those proposed rules also prescribe that if you are a
purchaser or recipient of royalty production and you wish to
appeal an corder issued by & Contracting Qfficer concerning
RIK production, you would have the option of appealing the

craer to the Board of Contract Appeals 1in the Office of

oo [ pp—— — - T _
Ho o LT L ¥Yr o LY~ VY L

N

—_ -1 h F I
Id & da da uh

Lyl

=

rt
rt
o
[a[]

=
e

m
m
[
Ll
m
[

v S — = - -~
Hea- gl pE 3,

T

4.

[
=
e B
]
e B
a
r-S

30 r

17

in or

7]
[l ]
1t
n
b 1]
[l ]

nr

b
I

wWwiTE The n 1thn
T & i

1~

nCe nro R pa
vou could file an action in the United States Court of
Federal Claims.

Iv. Procadural Mattars.
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matter will be reviewed and addressed as
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Resciazery Planning and Revaew (E.0. 12866)

This document is not a significant rule and is not subject
¢ review by the 0ffice of Management and Budget under
Lxecutive Order 1Z2866.

This rule will not have an ettect of 5100 miilion or more

.
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ofi the eccnomy. It will not adversely affect in a material
way the economy, productivity, competition, jobs, the
environment, public health or safety, or State, local, or

tribal governments or communities.

Regqulatory Flexibility Act
The Department of the Interior certifies that this
document will not nave a signilicani eConcmil €

ukstantial number of small entities under the Regulatory

=i [y ) HEo T4y A - Errr= =2 =12

Flexibility Act (5 U.5.C. 601 et sed.).

Small Business Requlatory Enforcement Fairness Act (SBREFA).

This rule is not a major rule under 5 U.S5.C. B04(Z), the

Small Business Regulatory Enforcement Fairness Act. This

rule:

. Dues noL have an annual effect on the cconemy of 5100
mIllimn oY more The maximum economic impact is estimated
tc be Sxx million.

E. Wi1ll not cause a major increase in costs or prices for

consumers, individual industries, Federal, State, or local
government agencies, or geographic regions.
~. Does not have sign:ficant adverse effects on

competition, employment, investment, producilivity,

T N Ak 1oy e
immunCanan arnr ity

h

-

1t

~F N & —hacard antrarnricas tn

compete with foreign-based enterprises.

Takinas (E.0. 12630}




Fwvarutive fOrdar 17&30. tha rnla doac

In acoardansao with
not have a significant takings implication.

Federalism (E.Q. 12612)

In accordance with Executive QOrder 12612, the rule does
not have sufficient federalism implications to warrant the
preparation of a Federallism Assessment.

Civil Jusrtice Reform (E.O. 129BB)

lNn agcordance with Executive Order 12%66, Lhe OLlice ol

burden the judicial system and meets the reguirements of
sections 3(a) and 3(b) (Z) of the Order.

Paperwork Reduction Act

Tris regulation may require additional information
collection approvals under the Paperwork Reduction Act of

1853, [Approval for three Information Collection Documents

LE unQeIway]

Your comments are important*. The Small Business and
Azzrizulture Regulatory Enfcrcement Ombudsman and 10 Regional
Tarrness Boards werse established to recejlve comments [rom
sma.l businesses about Feaeral agency enforcement actions.
Trne Orbudsman will afincally evaluate the enforcement
act.vities angd rate eacr ajsensy's responsiveness to small
Lus.ness. If you wish 1o commeni on the enforcement actions

1n This proposed role  rcall 31-BAR-T734-3247

Nat:omal Environmer-al! rPolicv Act of 1969

This rule does not constitute a major Federal action

signifilcantly affecting the quality of the human

R



under the National
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Environmental Policy Act of 1969 is not required.

Clarity of this regulation

Executive order 12866 requires each agency to write
regulations that are easy to understand. We invite your
comments on how to make this rule easier to understand,

including answers to questions such as the following:

- . . ' PR T — — —1 Cm Vi mir
(1) Are the requirements in the rule Cleariy stated?
(2%  Doas the rule contain techrical language or jargon

that interferes with its clarity?

(3] Does the format of the rule (grouping and order of
sections, us of headings, paragraphing, etc.) Aid or reduce
its clarity?

{4} Would the rule be easier to understand if it were
divided intc more (but shorter) sections? (A “section’

Fal tarmbua ] “R” ol
L™ BT ] =T

the royalty due on gas production?”

= Is the descripiion of the rule in the “Supplementary
Informaticon” section of this preamble helpful in
unaerstanding the rule?

(¢ Wna: else could we a2 te make the rule easier to

unoerstand?

Sens a copy of any romments that concern how we monld make
this rule easier to understand to: Office of Regulatory
Affa;rs, Department of the Interior, Room 7229, 1B49 C

Street NW, Washington, DC 20240. You may also E-mail your




to this address: ExsecBios.doi.gov.
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£ auhiasts in 30 CFR Part 209.

Continental shelf, Crude oil, Government contracts,
Mineral royalties, Natural gas, Petroleum, Public
lands--mineral resources, Reporting and record keeping

reguirements.

Date Assistant Secretary - Land and
Minerals Management



Far the reasnng set out in the preambla, a new Part is

L

proposed to be added at 30 CFR Part 203 as follows:

PART 209 -- ROTALTY IN KIND

1. The authority citation for Part 209 reads as follows:
AUTHORITY:

§ U.S.C. 301 et seq.; 30 U.5.C. 181 gt geqg., 351 et seqg..

1701 et seg.; 31 U.S.C. 9701: 41 U.S.C. 601 et seg.; 43

- - - — -

U.5.C. 1301 gf Beg., 1331 gi Seg., ana 1801 &0 seg.
2009.1 What is the purpose of this Part?

The purpose of this Part is to set forth general
guidelines that will be followed when the Secretary of
Interior through MMS elects to take the royalty under an oil
and gas lease in-kind. This Part does not apply to the sale
¢f! Tederal royalty o1l to eligible refiners addaressed at 30

T D e
w b F e =

Mo
FaRv Sw i

oQe.: What definitions apply to this Part?

Looroved rovalty meter means the measurement device

approved by the jurisdictiona. MMS or BLM authority for

detarm:ning the volutme cf production removed from a lease.

L% medans iLhe Buredau ol Land Managemeni of the Department
nf rne ITnrerior.

Corpetitive biddinc means any procedure affording equal

access to all qualified potential purchasers to submit an

offer for the purchase of royalty production.
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Pemryamtine aFfinrar meang the MMS Diractor. his or her
e e s

b
e Y o — —— 2

Arlegate, or the person designated under a royalty
production purchase contract.

MMS means the Minerals Management Service of the
Department of the Interior.

Notice of availability means the public announcement by.

MMS that it is offering royalty productlion IOI sSaie 1o Lhe

ACS means the Outer Continental :Shelf, as defined in 43
u.s.c. 1331(a}.
OCSLA means the Outer Continental Shelf Lands Act (43
U.S.C. 1331 et seg., as amended by 43 U.5.C. 1801 et seq.).
Operator means any person, including a lessee, who has

control of or who manages operations on an oil and gas lease

s:te on Federal onshore lands or on the QC5.

Loxomls omm
R

rt
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2

o= c 7 \
:dual, corporaticon, private company

yoint venture, State Government agency, or Federal

Government agency.

Publuc auction means a competitive public sale at which

royalty preduction 1s seoid in response to the highest or
best bad.

Dir-haser means any persen whe acguires production taken

- ! — — salm m b mm m aman
Wil i@ a O eitil

py MMS as foyally in-kKind a&an

CL

skhligation under an agreement to nurchase rovalty

production.

Royalty production means that amount of oil, gas, or other

products that MMS takes in-kind in partial or full

)
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gatiefaction of a lesgee's royalty or net prafit share
obligations as determined by whatever lease interest the
lessee holds under an applicable mineral leasing law.
Generally, royalty production equals that portion of
production frem or allocated to a Federal lease multiplied

by that lease's royalty rate.

Secretary means the Secretary of the Interior

This Part applies to all Federal oil and gas leases
onshore and on the OCS that provide for the Secretary to

take royzlty production in-kind.

209.4 What discretion does MMS have in electing to take
royalty from Federal o1l and gas leases in-kind?

Ctandard Tederal o1l and gas leases give the lessor an
uncond:taonal contractual right to elect to take the rovalry

share of leased product:ion in-kind. MMS's discretionary
dec.s.on to take or not take 11s royalty in-kind is
therelore not subjegt teo adminlstrative appeal.
r

205.5 If I am 2 lessee or operator, what notification
wWal. MM3 give me thal 11 will be taking its royalty

a) MM5 will give lessees and operators at least 30 davs
prior written notice of when it will begin taking royalty

production in-kind from a property. Unless other

i)

/o
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arrangemsnts arg made with the lessee or operator, MMS will

bhegin taking the in-kind production on the first day of a

calendar month.

b) Once MMS has commenced taking its royalty in~kind from
a property, any new production from that property will also
be taken in-kind without a 30 day notice. Once begun, MMS

will continue taking all production from the property until

MMS notifies the iessee or operator of when it will

discentinue taking in-kind. e

c) MMS will give lessees and operators at least 30 days
prior written notice of when 1t will discontinue taking
royalty production in-kind from a property. Unless other
arrangements are made with the lessee or operator, MMS will
discontinue taking production in-kind on the last day of @

calendar month.

208.¢6 On what hasis may MMS arrange teo sell or dispose

¢f production taken in kind?

‘a, Tirect Sale tuo the Puyblis

The MMS may offer te the public and sell, by public
advertisement and competitive bidding, any part of the oil

and/cr gas, or compenent products taken as yoyalty in-kind.

ip) Transfer for Disposal Withip the Feder

Tha MMES may rransfer any rovalty production taken in-kind

to the Secretary of Defense, to the Administrator of the

General "Services Administration, to the Secretary of Energy,

or to any other Federal agency authorized to procure energy

+
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209.7 How do I find out about the availability of royalty

production for sale to the public?
The MMS will advertise teo the public by a notice of
availability of royalty production for sale to the public.

T P o —ala - - ;
Who juay bid in a sale T©o toe yubllt?

e

09.

%]

Any person whn is able to meet the terms and conditions

=c= &

prescribed in the notice of availability will bz eligible to

bid for royalty production in a sale to the public.

208.% In what physical condition must I as a lessee or
operatcr tender the royalty production to the MM3?
Royal!Ty production mus: be delivered in e form Thal is

- - o o wmem TwmELIE s T Y AE ] i
£f.=1ent free from impurities and cotherwige In 2

ly
~omool=oof that it wouls be acrepted by a purchaser under a
se.es contract typical for tne field or area. The lessee or
operatsr must perform any necessary gathering, dehydration,
secarctlon, GCompress:or, (sweeleéning) or other processes
2rrently required t¢ place production 1n marketable
condiiion under regu.ations applicable to royalties under 3U
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206.1C When and at what freguency must royalty production be
delivered to the Lessor”

a} The Lessee or Operator must deljver royalty production

S8
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sor or ite purchaser or agent at the same frequency as
it is produced and moved through the royalty meter.

b)for natural gas, Lessees or Operators must deliver
royalty production daily, unless MMS approves a different
frequency on a case-by-case basis.

c) For crude oil, the Lessee or Operator must deliver

royalty production upon meovement of production frum the well

royalty _mater into

it

he pipeline
or barae or truck outlet, Depending on the volume of

production and Operator-controlled decisions on movement cf
crude oil from storage, this freguency may be daily, weakly,

or even monthly for low-producing properties.

20¢.11 What volumetric and guality measurement

requirements will apply when MM3 takes L
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The MMS regulations at 30 CFR 202 will apply to the

measurement of royalty production.

20%..7 How long must I reta:n records of my dealings in

rovalt roduction?
b Y

— —_lad -

L.. records pertaining te royalty produciion taken in-Kind

P
Il bbd -

tr
*

o =
AULLS s Lk e wd e - =

maintained by 2 lageae, oparatar, nr nther person

for ¢ vears afrer the records are generated unless the
reco-d holder is notified, in writing, that records must be
maintained for a longer period. When an audit or

investigation is underway, records shall be maintained until



obligation to maintain records.

205.13 How may I appeal MMS orders concerning royalty

production?
a) If you are a lessee Or operator, you may appeal an MMS

order concerning reovalty production in accordance with the
r

teyulations set fourth in Paiis 243 and 29%0 of 30 CFTE.

a

by TF von

production, orders concerning rovalty productions will be
155ued to you by a Contracting Officer which you may (i)
appeal to the Board of Contract Appeals in the Qffice of
Hearings and Appeals, 0IZiice of the Secretary, in accordance
with the procedures provided in &3 CFR part 4, subpar: C; or

f.le an action 1n the United States Court of Federal

03
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